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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE or CALI FORNI A

I n the matter of the Appeal of ;
REG ONAL | NSURANCE CENTER )

Appear ances:

Fdr el lant: David J. Honsey
AP Attorney at Law

For Respondent: Jon Jensen
Counsel

OPI NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Regional Insurance
Center against a proposed assessment of additional
franchise tax in the anount of $948 for the income year
ended June 30, 1977.
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The issue presented in this appeal is whether
appellant is entitled to a bad debt deduction in the
i ncome year ended Juhe 30, 1977, for anounts advanced to
the daughter of one of its directors to finance her
col | ege educati on.

_ Appel lant is a closely held California corpora-
tion engaged in an insurance sales and investnent business.
For the %fpeal year, appellant's net incone of approxi-

_ , 000 was generated exclusively from the sale of
insurance. In 1973, Dr. J. C. Fikes, a director of
appel | ant and 25-percent stockhol der, -requested that
appellant's board of directors consider making a [oan to
his former student, vernea Johnson, so that she could
conpl ete her education. M, Johnson is the daughter of

M. J. Johnson, a nenber of appellant's board of directors.
According to mnutes of the neeting of appellant's board
of directors, on Novenmber 2, 1973, two nmenbers of appel -
lant's board, Dr. Fikes and M. Geral d Martin, also a 25-
percent stockhol der, approved a school |oan to Ms. Johnson
of $6,000, with interest at five percent, for one year.

On Decenber 17, 1973, the same board nembers approved a
second school loan to ms.Johnson in the amunt_of_ $4,500
with interest again set at five percent. M. J. Johnson
was not present when the aBEroprlatlons.mere approved.

Fol | owi ng these neetings, . Johnson signed unsecured
prom ssory notes andwas allegedly infornmed by Dr. Fikes
of her obligation to repay the loans. A third note for
$500 was signed by Ms. Johnson on January 23, 1974. This
note carried. a five percent interest rate and was to be
paid on October 23, 1975, when appellant allegedly deter-
mned Ms. Johnson's education woul'd be conpleted. = Appel -
| ant has stated that at the time the funds were given,

Ms. Johnson was a col | ege student in good standing who
was ongood terms with Dr. Fikes. However, before com
pl eting her education, wMsJohnson allegedly l[ost interest
In school, noved away from the area, and severed her
contacts with Dr. Pikes and her famly.

Between 1975 and 1976, M. Martin, appellant's
secretary-treasurer, aIIegedIF attenpted to |locate ws.
Johnson. = The mnutes of appellant's board of directors
meeting indicate that on October 12, 1976, the board
decided to nake witten demands on wms.Johnson for pay-
ment. Appellant received no response from wms.Johnson.
On March 2, 1977, apPe[Iant's attorney, Sanuel A HII,
Jr., who had been retained by appellant to review and
update appellant's mnutes and records, indicated that he
found three notes issued by vernea Johnson which were
delinquent. M. H Il recomended that these amounts be
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collected. On March 4, -1977, appellant's board of
directors requested, M. Mrtin to make a final attenpt to
contact M. Johnson about payment of the ampunts owed.

On May 17, 1977, appellant's board of directors decided
to declare the notes uncollectable and renmove the amounts
from the books. The mnutes of this neeting state that
Ms. Johnson was currently a student and that itappeared
that the anounts were uncol | ectabl e.

Appel I ant decl ared a bad debt deduction of
$10,530 which it classified on its return as "loans to
sharehol ders.” (W note that it is unclear why appellant
claimed only $10,530 when the face value of the three
notes, excluding interest, is $11,000.) Respondent
di sal | owed the deduction (1) because it found that the
| oans were personal |oans which are against appellant's
stated general policy against |oans and (2) because there
was no evidence presented that the debt became worthless
in the income year ended June 30, 1977.

_ Appel  ant contends that the |loans were a bona
fide debt. 1In suggort of this position, appellant states
that the board menbers who approved the | oans were not
related to ms.Johnson and that the directors believed
that they were lending noney to an intelligent, highly
motivated student who seemngly had the potential tor a
good career. Appellant further asserts that the debt is
evidenced by notes which bear a reasonable rate of inter-
est and which were due within a reasonable |ength of
time. Finally, appellant contends that the debt became
worthl ess in the |ncone year ended June 30, 1977, because
(1) over one year had passed w thout any payment, (2}\/IS
apﬁellant was unable to |ocate ms.Johnson, "and (3) :
Johnson had not responded to the demand |etters.

- Revenue and Taxation Code section 24348,
subdi vi si on (a%, provides that a corporate taxpayer may
deduct all debts which become worthless within the income
year. Deductions, however, are a matter of |egislative
grace and the burden is on appellant to prove that it is
entitled to such deduction. (New Colonial |ce Co.

V.
Hel vering, 292 U. S. 435 (78 LTEd. 1348] (1934); w. B.
Mayes, Jr., 21 T.C. 286 (1953).)

~Initially, we note that section 24348 is
substantively identical to section 166 of the Internal
Revenue Code of 1954. Accordingly, federal case lawis
hi ghly persuasive in |nterpret|n8 the California statute.
(R hn v. Franchise Tax Board, 131 Cal.App.2d 356, 360
(280 ~893] (1955).)

P.2d4 893] (19%55).)
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~ Respondent's position is that appellant's
contentions should fail because (1) the advances nade to
Ms, Johnson did not 'constitute bona fide |oans, and (
t he advances did not become worthless in the incone year
ended June 30, 1977. Appellant, however, disputes both
of respondent’s findings. Assuming, w thout deciding,
that the advances to Ms. Johnson were bona fide |oans, we
cannot conclude that appellant has shown that the |oans
became worthless in the income year in issue.

_ In order to be entitled to a deduction for a
nonbusi ness bad debt, appellant nust-denonstrate that the
debt becane totally worthless during the taxable year.
Wiether a debt is totally worthless within a particular
taxable year is a question of fact. (Earl V. Perry, 22
T.C. 968 (1954); Joe E. Mellen, 1 68,094 P-H Meno. T.C.
(1968).) The burden 1's on appellant to prove that the
"debt for which the deduction is clainmed had some val ue at
the_beglnnlng of the year in which the deduction is
clainmed, and that it became worthless during that year
Cttadini v. Commssioner, 139 F.2d 29 (4th Cir. 1943);

peal o1 XnolTwood V&St Conval escent spitals, Inc.,
Cal. St, Bd. of Equal., March 3; 198Z.) Tne standard for
the determnation of worthl essness is an objective test
of actual worthl essness. (Appeal of Parabam Inc.,
St. Bd. of Equal., June 29, 1982.) The time tor
wor t hl essness nust be fixed by an identifiable event or
events in the.period in which the deduction is clained
whi ch furnish a reasonable basis for abandoning any hope
of future recovery. (United States v. Wite Dental Mq.
Co., 274 U.S. 398 (71 [.Ed. 1120] (1927), Ageeal of B &C
Welding, Inc., Cal. St. Bd. of Equal., Cct. , 83.)

Appel  ant has stated that during 1975 and 1976,
Gerald Martin, appellant's secretary-treasurer, tried
unsuccessfully to |locate ms.Johnson. On Cct ober 12
1976, the minutes of the neeting of the board of directors
show that M. Martin was to nake witten demands for pay-
ment from wms.Johnson. On March 2, 1977, appellant's
attorney, who was retained by appeflant to review and
update appellant's mnutes and records, found the three
notes from ms.Johnson. He informed wmr.Martin that
t hese notes were delinguent and that they should be col -
lected. On March 4, 1977, M., Martin was to once again
try to contact M. Johnson. H's attenpt was unsuccess-
ful.  On My 17, 1977, the board of directors met and
declared the notes from Ms. Johnson to be uncol | ectabl e.
M. Martin's mnutes state, 'Every reasonable effort has
been nmade to collect these notes, but Mss Johnson is
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currently a student and it would apgear that they are
uncol lectable.”  (app. Br., Exh. C-38.)

W find that apPeIIant has not shown, by,anK/h
identifiable event, that the |oans were worthless in My

of 1977. It was known at the time the advances were nade
t hat ms.Johnson was in _school and that paynment woul d not
be possible until M. Johnson had graduatéd from college

and obtained a job. As Ms.Johnson was still in school
during May of 1977, expectation of paynent woul d have
still existed at this time and it cannot be concl uded

that the debt was worthl ess.

For the above-stated reasons, the action of
respondent will be sustained.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code; that the action of the Franchise Tax Board on the
protest of Regional Insurance Center against a proposed
assessnent of additional franchise tax in the anmount of
$948 for the incone year ended June 30, 1977, be and the
sane i s hereby sustai ned. ‘

Done at Sacranmento, California, this 9th day
of A%ril , 1985, Dby the State Board of Equalization,

with Board Members M. Dronenburg, M. Collis, M. Nevins
and Mr. Harvey present.

Ernest J. Dronenbura., Jr. » Chai rman
_Conwav H. Collis , Menber ‘
Ri chard Nevins , Menber
Walte® Harvev* » Menber
» Member

*For Kenneth Cory, per Governnment Code section 7.9
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